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TAX FORUM
DORIS L. BOSWORTH, CPA, Editor
Peat, Marwick, Mitchell & Co.
New York, New York

LIFE INSURANCE AS AN ESTATE
PLANNING TOOL
Another tax season is almost past, and, with
the bulk of return preparation out of the
way, practitioners should once more look to
the tax planning phase of their work. At
this time of year, it is always wise to review
cases and rulings published since January 1,
to ascertain if they have any effect on future
tax planning.
In the intervening period, too often reading
is entirely neglected due to the work load.
At best, the practitioner gives only a cursory
review to current matters. In this month’s
Forum, we would like to call particular atten
tion to a ruling that has an effect on past or
future tax planning.

Policy Transfers

We refer you to a ruling recently issued
by the Internal Revenue Service which will
have far-reaching effects within the Estate
Planning area. One of the most frequently
employed tax planning tools in the past has
been the absolute transfer of insurance policies
on the life of an individual to his spouse, or
other potential beneficiaries.
In the alternative, there has been an out
right purchase of such policies in the name
of the beneficiaries. Absent all incidents of
ownership in the insured, such as the right
to borrow, surrender, change beneficiaries, etc.,
the proceeds of the policies would not be
included in his estate, but would be subject
to gift tax at the time of purchase or transfer.
Thus, a substantial asset would be eliminated
from the estate at a time when the gift tax
value was much lower than face value. With
proper utilization of the marital deduction,
specific exemption and annual exclusions, there
would be minimal, if any, gift taxes involved.
Even if the gift tax was substantial, it would
in all probability be in a lower bracket than the
Estate tax, and the Estate would be further
reduced by the gift taxes paid.
In many instances, the donor would continue
to pay the premiums on the policies, and
these payments would constitute taxable gifts.

The payment of premiums in the three year
period prior to death was always a cause of
concern, as such payments might be included
in the estate as gifts made in contemplation
of death.

New Ruling
The recent Rev. Rul. 67-463, IRB 1967-52,
15 not only has scotched this method of estate
planning, but has raised a great many questions
in the minds of practitioners. The fact situation
that the Treasury Department ruled upon in
volved the gift of an insurance policy more
than three years prior to the date of death,
with the continuation of premium payments by
the decedent until his death.
The ruling indicated that the premium pay
ments in the last three years were made in
contemplation of death; and that the portion
of the insurance proceeds attributable to a
ratio of the three years’ premiums to total
premiums paid, was properly includible in the
estate. It was also stipulated that the same rale
would apply if the policy had been taken out
by the ultimate beneficiary, where premiums
were paid by the insured.
This ruling was predicated on the theory
that the premium payments were not an un
restricted gift of money, severable from the
policy, but were annual gifts of insurance pro
tection. As such they represented transfers of
interest in the policy which were converted
into cash proceeds at the time of death.

Prorated Proceeds
Based on this ruling, it is likely that the
Internal Revenue Service will take the position
that premiums paid by the insured, within
three years of death, are gifts made in con
templation of death. If this contention cannot
be overcome, a certain portion of the proceeds
will always be included in the insured’s estate;
and, in the case of a policy that has only been
in effect for three years, the entire proceeds
will be subject to estate tax.
Annual gifts of cash to the beneficiary to
pay the premiums will not necessarily solve
the problem. It may be that the Treasury
15

Department will claim such cash payments are
indirect payments of premiums. It would seem,
however, that outright cash gifts, utilizing the
annual exclusion and marital deduction, with
no relationship to the premium payments, may
be satisfactory; particularly if an annual gift
program of cash payments has been in effect
some time prior to the transfer of the policy.

Replanning
From the foregoing, it is obvious that there
will have to be a “review of the bidding”
concerning possible methods of financing trans
ferred insurance policies, if they are to be
excluded from the insured’s estate. Certainly
the premiums should never be paid by the
insured. In instances where the beneficiary
has independent income out of which pre
miums may be paid, and does pay them, no
problem exists. In all other cases, planning
will have to contemplate such action as is
necessary to prevent the imputation of premi
um payments, directly or indirectly, to the
insured.
A transfer of securities and other property,
the income from which may be used to finance
premiums, is one solution. Under these circum
stances, the policy would have to be trans
ferred or purchased for the beneficiary at its
inception, when the interpolated terminal re
serve (value for gift tax purposes) is low
enough to have relatively minor, if any, gift
tax consequences. The subsequent utilization
of the remaining specific exemption, annual
exclusion and marital deduction would then
make possible the transfer of property to the
new owner sufficient to produce enough in
come to pay the annual premiums. From a
practical point of view, however, it is ex
tremely unlikely that at the time of life when
insurance protection is initially sought, the
insured will be in a strong enough financial
position to carry out this type of program.
An alternative solution would be to borrow
on the policy to pay premiums until such time
as the insured has property to transfer. This,
of course, has the disadvantage of reducing
the amount of proceeds payable to the bene
ficiary. In the event that this course is chosen,
the limitations of deductibility of interest paid
on the insurance loan under Section 264 of
the Internal Revenue Code must be kept in

mind. Even if no deduction for the interest
is allowed by virtue of that section, it may still
pay to adopt this method of financing.
It is doubtful that the transfer of funds by
the insured to the beneficiary to pay interest on
the insurance loan could result in inclusion
of a portion of the proceeds in the insured’s
estate. The diminution in proceeds available
by virtue of the loan would seem to preclude
any part of the proceeds being attributable
to premiums paid by the insured.
As can be seen from the foregoing, Rev.
Rul. 67-463 is of importance in the estate
planning field, and steps should be taken to
change any situations presently in contravention
of the principles set forth therein. If it is not
possible to cure existing defects completely,
all possible remedial steps should be taken.
It then becomes a matter of watching future
cases to determine just how stringent the ap
plication of these rules will be in any given
situation.

FINANCIAL STATEMENTS
FOR CHURCHES

A small pamphlet “The Layman’s Guide to
Preparing Financial Statements for Churches”,
printed by the American Institute of Certified
Public Accountants, 666 Fifth Avenue, New
York, New York, may be of more than passing
interest to accountants and others charged
with the responsibility of financial reporting
for churches. As pointed out in the booklet,
this is an area of financial reporting which
has not received much attention in the past,
yet it affects the pocketbooks of a substantial
portion of our society.
The Guide is written in clear, simple lan
guage and after explaining the characteristics
of meaningful financial statements, it proceeds
to illustrate the use of budgets, adjusting cash
basis statements for unpaid bills, and the
format of financial statements.
The author, Malvern J. Gross, Jr., CPA,
Price Waterhouse & Co., New York, concludes
with advice that the nonaccountant should
not hesitate to use his own common sense in
preparing meaningful statements tailored to
fit the needs of his own church. This bit of
advice could profitably be heeded by ac
countants as well as by nonaccountants.

"Definition of a Taxpayer: A government worker with no vacation, no sick leave, and no holidays."
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